I mplicationsof Pecking Order Approach on the
Profitability of Quoted Agricultural Firmsin Nigeria

S. A. Effiong
W. S. Inyang
A.H.Akum
C. O. Asuquo
U. R. Onyeogazri

ABSTRACT

This study examines the extent to which Pecking Order Approach (Financial
Sructure) affects the Profitability of quoted agricultural firmsin Nigeria. To
determine the association between Pecking Order and Profitability, data
are obtained from the audited financial statements of the agricultural
companies listed on the Nigerian Stock Exchange. Panel Data method is
applied using regression analysis to examine the level of relationship that
exists between Pecking Order and Profitability of the listed agricultural
firms in Nigeria between 2011 and 2016. The result obtained shows that
sources of finance when looked at holistically have a major influence on
profitability of agricultural companiesin Nigeria. However, when looked at
individually, finance sources do not have any significant effect on the
profitability of agricultural firmsin Nigeria. Thisis so because other factors
such as interest expense influence the Pecking Order Model. The capital
structureof afirmimpactsits profitability greatly; therefore, capital structure
decisions must be evaluated thoroughly.

Keywords: Capital structure, Pecking Order Approach, Profitability, Quoted
Agricultural Firms

INTRODUCTION

Every busnessisset upwith theultimatea m of maximizing shareholders wedthwhile
remaining profitable. Toaccomplishthisaim, themanagersof thebusnessmudt criticaly
scrutinizeissuesbeforetaking any decision, asthismay negetively affect theprofitability
aswell asthegoing concern of such businesses. Financingisavery vita aspect of any
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business and must be handled professionally. Corporate finance can be seen asan
aspect of finance that deal swiththe capital structureof organizations, the actionsthat
managerstake to make the best use of the owner’ s equity, tools and analysiswith
which financial resourcesare allocated and so on. Capital structure, asdefined by
Westerfield, Ross, Jordan, Hillier and Clacher (2011), isthemanner inwhich corporate
operationsarefinanced through acombination of debtsand equity or hybrid security.

Pecking Order Theory wasfirst described by Thorleif Schjelderup--Ebbein
1921, but was popul arized by Mgjluf and Myersin 1984. Itisotherwisereferred to as
Pecking Order Model. It maintainsthat organizationsrank their financing sources
from short term debtsto long term debtsand to equity in accordancewith thefinancing
cost; equity financing will preferably bethelast option. Hence, financing through short
term and long term debts are most preferred, and when it cannot meet thefinancial
requirement of thefirm, equity financing comesto play. Intheir argument, Mgjluf and
Myers (1984) point out that there exist information asymmetry between investors
(outsiders) and managers(insiders). Information asymmetry existswhen onefaction
to atransaction has more material knowledge when compared to the other. They
argued that managersbeing ing dersto an organi zation have added interna information
thaninvestorswho areoutsidersand act in such away that the benefitsthe sharehol ders.

Inany corporation, financeisraised fromthreeprincipa sourceswhichinclude
short term debts, long term debts and I ssuing of equities. Thistheory maintainsthat
organizationswould prioritizetheir sourcesof financinginsuch ahierarchy that short
andlong term debtsarethefavouriteswhen available, hencerelying onissuing equity
only asa‘last resort’. The Pecking Order Theory suggeststhat afirm hasno target
capital structurewhichit strivesto achieve. It a so goesfurther to state that thereisno
optimal capital structure and that decision regarding financing of afirm dependsupon
cost of raising fundsfrom the different sourcesnamely, Short term debt, Long term
debt and Equity. Researchershave not been ableto definean optimal capital structure.
However, the pecking order theory has been used to explain capital structure of firms
indeveloped countries. Sincethereisno optimal capital structure, thiswork evaluates
the effectsof Pecking Order Theory onthe profitability of quoted agricultura firmsin
Nigeriafrom 2012 to 2015 with theaim of determining the associ ation between pecking
order and profitability.

THEORETICAL FRAMEWORK

Scholarshave continued to debate on the subject of capital structureand firm’svalue.
Modiglani and Miller (1958) create apioneer empirical basisupon which further
researcheson capital structurewerebuilt. Intheir research, they establish that the
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valueof afirmwould be determined by the capability of itsassetsto createvalueand
that no relationship existsbetween thefirm’scapita structureand thevaueof thefirm,
making debt financing and equity perfect substitutes. However, Modigliani and Miller
(1958) base their work on a perfect capital market assumption with no taxes, no
transaction costsand perfect and credible exposure of information, devel oped atheory
known asthe Theory of Capital Structurelrrelevance.

Nonethel ess, assoonasModigliani and Miller’sultimate suppositionwaslaid
down and the capital market considered imperfect, the capital structure of afirm
becomesvita inascertaining thevaueof thefirm. (Deemsomsak, Paudya and Pescetto,
2004). Inarevised study, Modigliani and Miller (1963) changed their initid stanceand
cons dered taxation asadetermining factor to afirm’sstructure of capital, proposing
that firms should make use of asmuch debt asisfeasibleinstead of using internal
financing to take advantage of debt tax shield and maximizevalue of thefirm. The
theory arguesthat firm’svalue can beincreased by using more of debt capital.

The new supposition of animperfect market that includes cost of bankruptcy,
cost of transaction, information asymmetry and taxes|ed to theadvancement of another
capital structuretheory known asthe Static Trade-off Theory. Thisnew theory assumes
that acompany predetermines adebt-equity quotient and progressively advances
towardsthe set aim. According to Mgjluf and Myers(1984), theamount of debt afirm
wouldincur would be established by thetrade-off amid the benefits of obtainingloans
aswel| astheassociated costs, maintaining that the assetsof thefirm aswell asinvestment
intentsare kept stable. Debt-tax shield, signa of good firm operationsand tendency to
reduce spending on unprofitable projects by managers are some of the advantages
associated with leverage. Ontheother hand, cost of distresswhich afirmincurswhen
stakehol ders percelve agoing concern uncertainty, cost associated with the possibility
of uneconomical winding up, and cost of agency that may arisewhen the debtor is
induced to act in such away that may be detrimental to the creditor are some of the
costsof borrowing (Bontempi, 2002). Prior to the development of the Pecking order
theory, the Static trade-off theory was used to define structure of capital choice.

The Pecking Order Theory statesthat firmswould trail aparticular pecking
order initscapital structure choice. Assuggested by Mgjluf and Myers(1984), firms
first employ internd financeand when it becomesnecessitous, the safest securitiesare
issued foremost. Firmsemploy debt, then hybrid securitiesthelikes of bonds, thenas
afina option equity. The concept of pecking order theory was founded on the
supposition that information asymmetry exissamid investorsand managers. Thetheory
also assumesthat amanager would performin preference of old shareholdersand that
thefirm hasno target debt-equity ratio. Here, firmswhich have greater investment
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opportunitiesthan their stream of interndly created fundswould usefundsfrom externd
sources. Conversdly, firmswhich arehighly profitableand liquid with narrow openings
toinvest would decreaseleverage by repaying debt (Shyam-Sunder and Myers, 1999).
Thedifferenceinthecost of finance using thedifferent sourcesisduetotheinformation
asymmetry that existsbetween afirm and likely finance providers. For instance, where
thefirmisthefundsprovider, it will have extraknowledge about itsactivitiesthan new
shareholderswhowill beexpecting agrester return oninvestments. Invariably, issuance
of new shareswould be costlier than funding from aninterna source. Thiswould also
be the case amongst internal financing and debt financing. From the theories of
information asymmetry, it can be deduced that firmswhen faced with capita financing
decisonsareinclined tofollow aparticular order (Maluf and Myers, 1984).

Thehierarchy of preference depictsthe costsassociated with the severd finance
sources. Based on the assumption that managersact infavour of old shareholders, the
Theory of pecking order holdsthat companiesareinclined to trade equity whenitis
overpriced by the market (Chittenden, Hall and Hutchinson, 1996). Therefore, firms
would not issue new sharesexcept thevaluetransferred to new shareholdersfromold
onesiscounterpoised by the net present val ue of the growth prospect. Hence, issuance
of new shareswould only be at aprice higher than that necessitated by the actual
market va ueof thefirm. Consequently, acompany’ sequity issuanceisan indication of
overpricingtoinvestors. Where external financing cannot be avoided, secured debt
would be preferred to risky debtsand theissuance of common stocksasafinal option
(Abor, 2005).

Severd researcheshave been carried out to determinethe effectsof profitability
on leverage of firms. Researches carried out by Kester (1986), Ragjan and Zingales
(1995) and Wald (1999) establish asignificantly negative correlation amid leverage
and profitability. Roden and Lewellen (1995) in their research on leveraged buyouts
edtablishasgnificant postive correl ation between profitability and debt. A study carried
out by Graham (2000) resolvesthat big and profitable companiespresent alow debt
rate. Mesguitaand Lara (2003) in their study find anegative rel ationship amongst debt
for long-term financing and rates of return and apositiverelationship for equity and
short-term financing. Hadlock and James (2002) in their study discover that because
firmsforeseeahigher return, they prefer debt financing. Booth, Aivazian, Demirguc-
Kunt and Maksimovic (2001), studied the structure of capital of different firmsin
nationswith exceptionaly dissmilar capitd markets. They discover that Smilar variables
affect thestructure of capita choiceof companiesirrespectiveof thegreat differences
that may existintheir financial markets. Intesting the capital structure determinantsof
Chineselisted firms, Chen (2004) find Chinesefirmsnot to follow the static trade-of f
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nor pecking order theory. Heresolveshowever that Chinesefirmstendtotrail aModified
theory of Pecking order financing using undistributed profit, equity and then debt.
Delcoure(2007) inarelated study teststhe structure of capital determining factorsin
Eastern and Centra European nationsand discovered that the agency theory, pecking
order theory and static trade-off theory failed to explain the choice of capital structure.
Delcoure (2007) concludesthat firmsfavour equity over debt because unlike debt,
equity hasno obligations.

Summaxrily, noworl dwideaccepted theory existsto explain debt-equity choice.
Diverse opinions have been suggested asregards choice of financing. Studiescarried
out by other researcherswere on economieswith arelatively stablemonetary value. In
Nigeria, thevalue of money isrelatively unstable; thiswork seeksto look into the
effect of each method of capitd financeon profitability of listed agricultural companies
inNigeria

METHOD

Theex post facto research design was used in gathering secondary datafrom published
financid statementsof thelisted agricultura firmsfor thisstudy. Panel Datamethod
was applied using regression anaysisto examinethelevel of relationship that exists
between the dependent and the independent variables - Profitability and Financial
Structure (Pecking Order). The population of thisstudy comprisesal thefive (5) listed
agricultural companiesintheNigerian Stock Exchangeasat 2016 namely, Ellah Lakes
Plc, Livestock FeedsPlc, Okomu Oli PAm Plc, Presco Plcand FTN CocoaProcessors
Plc. Datawereobtained for six years(2011-2016) from the audited financid statements
of theagriculturd companiesaspublished by the Nigerian Stock Exchange. Themultiple
linear equation model was used to examinethe effect of financial structure (Pecking
Order Theory) onfirms profitability with thelinear equation establishing apossible
correl ation between profitability and financial structure. Thevariablesinvolved were
financia structure (pecking order theory) and profitability. Theregressonispresented
thus

Y=B,H Bt s (1)
Where

Y = profitability, represented by Profit After Tax (PAT) of thestudied firms

X=financia structure (Equity, L ong term debtsand Short term debts)

B = Coefficient of financia structure

= Errorterm
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Equation (1) canexplicitly beexpressed as:
Profitability =f (Financia structure) +c SOOI 02|
Where
C=Control variable

Representing two variables of the construct, the benesth equation isexpressed with
theaddition of acontrol variable. Theintroduction of the control variableisto ensure
abetter certainty and enquiry of the correl ation existing amid profitability and financia
structure. Theequation thereforeisrepresented as;

PAT =f (Equity; Long Term Debt; Short Teem Debt) + SIZE  .................. ©)]

Thesizeof firmwasintroduced asacontrol variableto avoid arriving at aninvalid
result becauseitisamajor determinant of theprofit of such firm.

PAT=EQU+LTD+STD oot (4)

Therefore, theRegresson Equationis:
PAT=B,+B,EQU+BLTD+ B STD+B SIZE+,  ccccvevveeeen (5)

Where:

PAT =Profit After Tax

EQU = Shareholders Equity

LTD =Long Term Debts

STD = Short Term Debts

SIZE = Size of theFirm (Log of Total Assets)
Dataanaysiswascarried out by meansof the Ordinary Least Square (OL S) method
withtheaid of SPSSverson 20. Theresultsobtained from theregression are presented
ontables.

RESULTSAND DISCUSSION

Thecorrdation matrix presented in Table 1 indicatesthat profitability hasavery strong
positiverelationship with Equity; it aso showsapositivere ationship with long term
debtsaswell asshort term debts. Theresult a so showsastrong positive correlation
amid thevaue of thefirm asrepresented by itssizeand profitability. Theregression
resultsin Table 2 show the systemeati ¢ rel ationship between Profitability, Equity, Long
Term Debt, Short Term Debt and Firm Size. The coefficient of determination (R-
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sguared) showsthe explanatory power of themodel. Thisisthe squared correlation
coefficient, it generally predictsrel ationship and variability caused by themodel. We
usetheadjusted component of the coefficient of determination to explain thisbecause
it accountsfor degreesof freedom. Itisonly influenced by variablesthat causevarigbility
in the dependent variable. The adjusted R-sgquare value of 0.79 shows that the
independent variables, Long Term Debt, Short Term Debt, Equity, and Firm Size
explain about 79% of the systematic variationsin performance of the organi sations
studied. Performanceisinfluenced by severa variableincluding economic policies,
business environment, consumer preference, market pricing policies and so on.
However, theentireactivitiesof thefirmislargely influenced by the amount of funds
availablefor operations, hence, the results obtained from the model, showing a79%
degreeof influence.

TheDurbinWatson gatistic of 1.702 hoversaround 2whichisthe conventional
level andindicatesthe absence of autocorrel ationintheindependent variables. TheF-
statistic of 28.797 with aprobability of 0.000 showsthat theindependent variables
arejointly significant. Thisislower than the F-statistic cal culated, hence, the null
hypothesisthat statesthat the model does not have predictive variablesisrejected.
Thereforeit isconcluded that themode predictsthe rel ationship between profitability
and capital structureof the studied agricultural companies.

For equity, theresult obtained showsat-statistic of 2.900 and aprobability of
0.008, the P-va ueishigher than the 5% (0.05) threshold level of significance, hence
weaccept the null hypothesis. Thedecision ruleisalso checked by confirming that t-
datistic calculated of 2.900isgrester thant-statistic critical value. Wetherefore accept
thenull hypothesi sthat thereisno sgnificant effect of Equity doneonfirms profitability.
For long term debts, with at-statistic of -0.368 and probability 0.716, the P-valueis
higher than the 5% (0.05) level of significancethreshold, hence we accept the null
hypothesis. Thedecisionruleisalso confirmed by checking that t-statistic cal cul ated
of -0.368isgreater thant-gatistic critica value. Wetherefore accept thenull hypothesis
that saysL ong Term Debt al one doesnot significantly affect firm profitability.

For short term debts, theresult showsat-statistic of -0.758 with aprobability
of 0.455, the P-valueis higher than the 5% (0.05) level of significance threshold,
hencewe accept thenull hypothesis. Thedecision ruleisalso confirmed by checking
that t-statistic calculated of -0.758 isgreater thant-statistic critical value. Thus, we
accept thenull hypothesisthat statesthat short term debt doesnot significantly affect
firms profitability.

Generaly fundsused to finance operationsarejointly significant. However,
individually thefunding sourcesused inthe agricultural sector asdiscoveredinthis
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study werefound not to be significant. Theresult showsthat equity hasapositive
relationship with firm performance, although thisrelationshipisnot significant. This
resultisplausibleinred lifescenario becausethefirms profitability whichistheresdud
of incomes after expensesbel ong to the equity holders. With Equity funds, therewill
be no deduction of interest expenseto third-party fund providers hence profitswill
increase proportionally. Thisresultisin linewith the findings of Wald (1999) who
positsthat profitability isnegatively influenced by leveragebut equity ispreferred asit
createsresiduesof profitsthat belongs solely to equity holders.

The result obtained equally shows that Long Term Debt has a negative
relationship with firms profitability. Although thisrelationship isnot significant, the
profitability of thecompaniesareinvariably influenced by theamount of geared funds
used in operations principally becausethe cost of debts (interest expense) ischarged
to reduce revenue, consequently profit isreduced. Del coure (2007) concludesthat
sinceitisnot obligatory, firmsfavour equity over debt. This phenomenon remains
acceptablesinceit comeswith lower cost of capital and no interest expenseto reduce
profit over theterm.

Theresults show also that there exist an inverse rel ationship between firms
profitability and Short term Debt. Therd ationship wasnot significant. Thiscorrelation
can be harnessed to produce adesired positive result on performancewith effective
management policiesasit concernspayment of creditorsand short termloans. Generdly,
thistype of finance accrueslittle or nointerest expense hencethe negative effect on
firmsprofitisreduced. Short term debts are expected to be settled within 12 months
thusthereduced cost of acquiring such debts. The payment period gives management
abargaining advantageto obtain low cost capital and fund business operationsfor the
short termwithout resorting to costly long term debots. However, it il remainsoutsourced
finance and it accrues payment for settlement out of revenuefor the period.

Table1: Corrdation Matrix

VARIABLES PAT EQU LEV STD SZE
PAT 1 0.896 0.732 0.598 0.821
EQTY 0.896 1 0.867 0.720 0.915
LEV 0.732 0.867 1 0.814 0.787
SHTDBT 0.598 0.720 0.812 1 0.747
SIZE 0.857 0.915 0.787 0.747 1

Source: DataComputation, 2016
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Table 2: Regression Results
Dependent Variable: PAT
Method: Least Square
Included observations: 30
Unstandardized Coefficients

Variable Coefficient Std. Error t-Statistic Prob.
(Constant) -4797179.16 3855173.31 -1.244 0.225
Equity 0.118 0041 2900 0.008
Long term debt -0021 0058 -0.368 0.716
Short term debt -0.108 0.142 -0.758 0455
Sze 337142.99 267031.97 1.263 0.218
R-squared 0822

Durbin-Watson stat 1702
Adjusted R-squared 0.793

F-statistic 28797
Prob. (F-statistic) 0.000
Source: SPSS 20

CONCLUSION

Thisstudy focused on the eval uation of theimplicationsof Pecking Order Model on
the profitability of quoted agricultural firmsin Nigeria. It employed secondary data
with panel datamethod applied using regression analysisto examinethelevel of
relationship between Profitability and Financia Structure (Pecking Order) of thelisted
Agricultura firmsin Nigeriabetween 2012 and 2015. Asevidenced intheresults, the
sourcesof financing when looked at holistically haveamajor influence on profitability
of Agricultural companiesin Nigeria. Financing sources however when looked at
individualy do not haveany significant effect ontheprofitability of Agriculturd firmsin
Nigeria. Businessentitiesare set up to make profit for the purpose of maximizing
owners wdfare. Thecapitd sructureof afirmimpactsitsprofitability greetly; therefore
capital structuredecisionsmust be eval uated thoroughly. Assuggested by the pecking
order theory, agricultural firmsin Nigeriashould place more emphasison internal
financing asinterest expenseswouldinvariably reduce profit when externd financingis
used. However, with agood mix of capita structure, profitability of agricultural firmsin
Nigeriawill bemaximized.
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